Financial Liberalization, Development and Industrial Growth: Evidence from India Introduction:
Manufacturing sector in India has been playing a key role economic growth. It has been observed that this sector undergone significant changes both in its structure and pattern owing to the policy changes. The early 1950s up until the early 1980s the evolution of manufacturing sector was guided by protected industrial and trade policies, which resulted in the slow growth of the economy in general and manufacturing sector in particular. Whereas, the industrial policy framework began to be liberalized from the 80s and this process accelerated with the major economic reforms initiated in 1991, which included deregulation and delicensing of industries, according a greater role to the private sector and a gradual shift from direct physical controls to indirect controls (Chandrasekhar, 1988 , Ahluwalia, 1991 . Similarly, financial sector reforms shared the centre stage of the economic liberalization. The Narasimhan Committee [GoI 1991a] recommended a gradual deregulation of the financial sector, including phasing out of directed credit, interest rate de-regulation and lowering of SLR and CRR to release resources for private sector. The policy of deregulation has resulted in the abolition of the office of controller of capital issues, giving way to free pricing of capital issues and making equity finance an attractive source of funds for the corporate sector and empowered SEBI for regulation of capital markets.
Meanwhile, foreign institutional investors have also been allowed to invest in both equity and debt markets. Access to foreign funds has also been increased through a liberalized external commercial borrowings (ECBs) policy and allowing recourse to global depository receipts (GDRs), American depository receipts (ADRs) and foreign currency convertible bonds (FCCBs).
This enabled industries to take advantage of interest rate differentials between domestic and global markets and raise cheaper funds. The Reforms initiated in these areas constituted a major step towards reducing micro economic rigidities and lead to efficient allocation of resources primarily guided by market forces.
Theoretically financial liberalization policies such as interest rate deregulation, opening capital account, and trade liberalization have important implications on financial development. Financial and economic development are jointly determined where, economic growth provides the means for the formation of growth promoting financial intermediaries, while the formation of financial intermediaries accelerates growth by mobilizing savings and efficiently allocating these savings across various investment projects. The financial development usually measured by the level of credit and the size of the stock market which may predict economic growth simply because, the stock market capitalizes the present value of growth opportunities, whereas the financial institutions lend more to the sectors or industries which have higher growth prospects.
A numerous theoretical 1 and empirical works evolved in explaining the importance of finance in economic growth process. Empirically, the starting point for intensive research on this links is furnished by World Bank (1989) and King and Levine (1993) , where they found that higher levels of financial development are positively associated with faster rates of economic growth, physical capital accumulation and economic efficiency improvements in the allocation of capital.
Since their pioneering works resulted a large body of empirical evidences emerged at firm level Maksimovic 1996, 1998) , industry level (Rajan and Zingales 1998; Wurgler 2000) country -case studies, cross country studies Levine 1993, Levine and Zervos 1998; Levine, Loayza and Beck 2000) and time series works (Neusser and Kugler 1998; Rousseau and Wachtel 1998) in explaining the strong relationship between finance and growth. Similarly, several researchers 2 evaluated the link between financial structure 3 , industrial development and economic growth. They find that financial structure is not a robust predictor of the firm/industry growth but it is overall financial development which matters for firm/industry and economic growth.
Besides this, (Atje and Jovanovic 1993; Zervos 1997, 2000; Beck and Levine 2001; Rousseau and Wachtel 2000; Demirguc Kunt and Maksimovic 1996; Boyd and Smith 1996, 1998) , clearly evidenced that development of stock markets is strongly and positively correlated with the level of economic development and capital accumulation. Bekaert, Harvey and Lundblad (2005) , shows that stock market liberalization promote economic growth particularly in countries with more developed financial markets and higher quality institutions. Nandini Gupta and Kathy Yaun (2008) ; Barry Eichen green, Rachita Gullapalli and Ugo Panizza (2009), found similar results, where liberalization is followed by an increase in the industry value added, growth in investment and average market globalization. This is consistent with the view that financing constraints are reduced when the stock market is liberalized. Although both the long
Walter Bagehot (1873), Schumpeter (1911 ), Gurley Shaw (1955 , Goldsmith (1969) , Mackinnon and Shaw (1973) 2 Levine 2002; Levine 2002, Demirguc Kunt and Schmukler and Vesporoni 2000) 3 Financial Structure (degree to which a country has bank based or market based financial system) is an institutional environment which must be able to create new means of financing and preserving its robustness throughout the growth process. Three competing views of financial structure exist, the bank based, the market based and the financial services view.
run view 5 and short run view 6 of liberalization has documented a positive influence of stock market development on economic growth. The long run view argues that reforms leads to an overall development of stock market whereas the short run view argues that stock market liberalization in general lowers cost of equity capital and induces investment and thereby growth.
In the Indian context, there are several studies on this subject where the results are inconclusive. Nagaraj (1996) , Singh (1997 Singh ( , 1998 and Nagaishi (1999) , find a little or no evidence of increase in aggregate savings as a result of the growth of stock markets. However, a recent study by Azarmi, Daniel Lazar and Joseph Jeyapaul (2005) around the Indian stock market liberalization event finds no support for the hypothesis of the association between stock market development and economic growth. Contrary to these works few studies 7 provide evidence for strong and robust relationship between stock market development and long turn economic growth where stock markets in India is more efficient than the banking system on account of enabling government policies and thereby generating competition between markets and banks for funds mobilization and allocation. However, a pioneering work by Singh and Hamid (1992) examined the financing patterns of the top fifty listed manufacturing corporations in nine developing countries. They find that less developed country corporations use both external finance and equity finance to a much greater extent compared to developed country corporations. On the other hand, in a comparative study Samuel .C (1996) Biswal and Veerashekarappa (2000) , Kamaiah (2000, 2001) , Agarwal (2000) , Chakraborty (2008) gross value added where we expect industries with larger share to grow more slowly and therefore a negative sign for β 2 . External is the measure of dependence on external finance for industry. In order to measure the external dependence we use the Rajan and Zingales (1998) methodology, an industry's dependence on external finance is defined as capital expenditures minus cash flow from operations divided by capital expenditure. The study also take into consider the influence of interaction between the external dependence of an industry with both the measures of overall financial development (FD 8 ) and financial structure (FS 9 ).
The variable FD, the financial development indicator is an average of finance size, finance activity and finance efficiency of the financial sector. However, in order to determine the degree to which an economy has a bank based or market based finance system, that is financial structure T. Beck, A.Demirguc Kunt, R. Levine and V. Maksimovic (2000) , uses three measures of financial structure, such as, Structure activity, Structure size, and Structure efficiency. Each of these measures is constructed so that higher values indicate more market based financial systems.
_________________________
8 Finance-activity = log (total value traded as share of GDP x claims on private sector by financial institutions as share of GDP) Finance-size = log (market capitalization and claims on private sector by financial institutions as share of GDP) Finance-efficiency = log (total value traded as share of GDP divided by banks overhead costs as share of total assets) Finance Development = Average of finance-activity, finance-size, and finance-efficiency 9 Structure-activity = log (total value traded divided by claims on private sector by commercials banks) Structure-size = log (market capitalization divided by claims on private sector by commercials bank) Structure-efficiency = log (total value traded as share of GDP x banks overhead costs as share of total assets) Finance Structure = Average of structure-activity, structure-size, and structure-efficiency Theoretically, different hypothesis implies different prediction about the sign and significance of FD and FS. The market based view predicts that industries that are dependent on external finance grow faster in economies with market-oriented financial systems and higher levels of financial development thus implying δ 1 >0 and δ 2 >0 where as the bank based view predicts that industries that are dependent on external finance grow faster in economies with bank oriented financial systems and higher levels of financial development, thus implying δ 1 >0 and δ 2 <0 (Beck.
Thorsten, Asli Demirguc-Kunt, Ross Levine, and Vojislav Maksimovic, 2001 ).
Finally in order the capture the effects of financial liberalization on industry growth we followed Raghuraman and Prasad (2007), defacto measures of capital account openness. The defacto measures are the ratio of the stock of inward FDI to GDP, the ratio of the stock of inward FDI and portfolio investment to GDP, the net flow counterparts of these two ratios, and the average current account deficit over the period.
Estimation Methodology
Time series data are often encountered with the problem of auto correlation and Non-stationarity.
To check for the problem of autocorrelation, the study makes use Breusch Godfrey Serial Correlation LM test. Similarly, the study tested for the problem of non stationarity of variables under consideration by employing Augmented Dickey Fuller test (ADF). Finally, the study makes use of Generalised least squares or GLS technique for estimation of the model.
Empirical Results
The results of various diagnostic tests are presented in appendix. However the findings corroborate the earlier empirical works where they found a significant and positive relationship between industry share and growth of value added.
Conclusion
Using industry wise time series data the paper attempted to empirically examine the links between financial sector development, financial structure and industry growth for the post reform period. The empirical results suggest that financial development (FD) has a substantial positive influence on the rate of growth of value added of all the industries, where as financial structure (FS), does not have influence on the industry growth, where the findings indicate a negative coefficient value in almost all the industries. The results is in line with earlier empirical works, evidencing that it is overall financial development (FD) that influences industry growth and not a particular financial system as such.
One of the contributions of this study is the examination of the influence of industry competitiveness (export intensity and import intensity) and financial liberalization on industry growth. Meanwhile, export intensity and import intensity are significantly influencing gross value added only in few industries. One of the significant findings of this study is that, export oriented industries are relatively more dependent on external finance for their growth.
Regarding liberalisation the results suggests that financial opening doesn't show any direct effect on industry growth in value added. Even though the data indicate a yearly increase in gross value added in all the industries, financial liberalization doesn't have substantial influence on industry growth. Finally, the study hypothesized that larger industries are expected to grow slowly compared to smaller industries with lesser share value in overall manufacturing gross value added. The result supports the hypothesis with expected signs. 
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